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SECURITIES  AND  EXCHANGE 
COMMISSION 

117  CFR  Parts  239,  270,  274] 

[Release  Nos.  33-6119,  IC-10862,  File  No. 
S7-743] 

Bearing  of  Distribution  Expenses  by 
Mutuai  Funds 

agency:  Securities  and  Exchange 
Commission. 

ACTION:  Proposed  rulemaking  and 
amendment  to  form. 

summary:  The  Commission  is  proposing 
for  public  comment  a  rule  to  permit 
open-end  management  investment 
companies  to  bear  expenses  associated 
with  the  distribution  of  their  shares,  if 
such  companies  comply  with  certain 
conditions  and  procedures.  The 
proposed  rule  requires  that  any  decision 
by  an  open-end  management  investment 
company  to  use  its  assets  to  finance 
distribution  be  approved  by  its 
shareholders  and  directors,  including  its 
disinterested  directors.  The  rule  also 
contains  provisions  intended  to  ensure 
that  the  disinterested  directors  are  not 
dominated  nor  unduly  influenced  by 
management,  that  the  directors  are  fully 
informed  and  they  exercise  reasonable 
business  judgment.  The  procedures  in 
the  proposed  rule  by  which  shareholders 
and  directors  would  approve  a  plan  to 
use  assets  for  distribution  are  generally 
similar  to  those  prescribed  by  statute  for 
approval  of  investment  advisory 
contracts.  In  addition,  the  Commission 
is  proposing  for  public  comment: 

(1)  A  rule  to  exempt  from  the 
requirement  of  prior  Commission 
approval  certain  transactions  between 
open-end  management  investment 
companies  and  their  affiliated  persons 
whereby  investment  company  assets  are 
used  for  distribution,  if  those 
arrangements  comply  with  the 
conditions  and  procedures  generally 
applicable  to  a  plan  to  bear  distribution 
expenses,  and 

(2)  Certain  disclosure  and  reporting 
requirements  relating  to  use  of  assets  for 
distribution,  including  a  revision  of  the 
registration  and  reporting  form  for  open- 
end  management  investment  companies. 
The  Commission  is  taking  these  actions 
because  it  believes  that  directors  and 
shareholders  of  open-end  management 
investment  companies  should  be  able  to 
make  business  judgments  to  use  their 
assets  for  distribution  in  appropriate 
cases  but  that,  in  view  of  the  investment 
adviser’s  conflict  of  interest  with  respect 
to  any  recommendation  to  bear 
distribution  expenses,  any  such  exercise 
of  business  judgment  should  be  subject 


to  conditions  designed  to  ensure  that  it 
is  made  by  persons  who  are  free  of 
undue  management  influence  and  have 
carefully  considered  all  relevant  factors. 
DATES:  Comments  must  be  received  by 
December  7, 1979. 

addresses:  Send  comments  in  triplicate 
to  George  A.  Fitzsimmons.  Secretary, 
Securities  and  Exchange  Commission, 
Washington,  D.C.,  20549.  All 
submissions  should  refer  to  File  No.  S7- 
743.  All  comments  received  will  be 
available  for  public  inspection  and 
copying  in  the  Commission’s  Public 
Reference  Room  1100  L  Street,  N.W., 
Washington,  D.C. 

FOR  FURTHER  INFORMATION  CONTACT: 

Richard  W.  Grant,  Special  Counsel  to  the 

Director  (202)  272-2041,  or 
Dianne  E.  O'Donnell,  Acting  Special  Counsel 

(202)  272-2115,  Division  of  Investment 

Management,  Securities  and  Exchange 

Commission.  500  North  Capitol  Street, 

Washington,  D.C.  20549. 

SUPPLEMENTARY  INFORMATION*.  The 

Commission  is  proposing  rule  12b-l  [17 
CFR  §  270.12b-l]  under  the  Investment 
Company  Act  of  1940  [15  U.S.C.  80a-l  et 
seq.)  (the  “Act”)  to  permit  open-end 
management  investment  companies 
(“mutual  funds"  or  “funds”)  to  bear 
expenses  associated  with  the 
distribution  of  their  shares.  Because  the 
investment  adviser  has  a  conflict  of 
interest  with  respect  to  any 
recommendation  to  bear  distribution 
expenses,  the  rule  contains  conditions 
intended  to  ensure  that  the  disinterested 
directors  are  not  dominated  nor  unduly 
influenced  by  fund  management,  that 
the  directors  are  fully  informed  and  they 
exercise  reasonable  business  judgment. 
Among  the  significant  provisions  of  the 
rule  are  the  following: 

Selection  and  nomination  of  directors 
who  are  not  interested  persons  of  the 
fund  would  be  committed  to  the 
discretion  of  such  disinterested 
directors: 

A  fund  which  decides  to  bear 
distribution  expenses  would  be  required 
to  formulate  a  written  plan  describing 
all  material  aspects  of  the  proposed 
financing  of  distribution,  and  all 
agreements  relating  to  implementation 
of  the  plan  would  be  in  writing;  such 
plan  and  agreements  would  contain 
certain  provisions  similar  to  those 
required  by  the  Act  for  investment 
advisory  contracts: 

The  plan  and  any  related  agreements 
would  have  to  be  approved  by  a  vote  of 
at  least  two-thirds  of  the  fund’s 
outstanding  voting  securities  and  at 
least  two-thirds  of  its  directors,  and  at 
least  two-thirds  of  its  directors  w'ho  are 
not  interested  persons  of  the  fund  and 
have  no  direct  or  indirect  financial 


interest  in  the  operation  of  the  plan  or  in 
any  agreements  related  to  the  plan; 

In  considering  a  plan  to  finance 
distribution,  the  directors  would  be 
required  to  give  appropriate  weight  to 
all  pertinent  factors,  including,  but  not 
limited  to,  those  set  forth  in  the  rule;  and 

The  directors  would  be  required  to 
decide,  in  the  exercise  of  their 
reasonable  business  judgment  and  in 
light  of  their  fiduciary  duties  under  state 
law  and  under  the  Act,  that  there  was  a 
reasonable  likelihood  that  the  plan 
would  benefit  the  funds  and  its 
shareholders.  In  addition,  the 
Commission  is  proposing  rule  17d-3  [17 
CFR  270,17d-3]  under  the  Act  to  provide 
an  exemption  from  section  17(d)  [15 
U.S.C.  80a-17(d)]  of  the  Act  and  rule 
17d-l  [17  CFR  270.17d-l]  thereunder  to 
the  extent  necessary  for  agreements 
between  mutual  funds  and  their 
affiliated  persons  whereby  payments 
are  made  by  the  fund  with  respect  to 
distribution,  if  such  agreements  are 
entered  into  in  compliance  with  rule 
12b-l.  The  Commission  is  also 
proposing  certain  disclosure  and 
reporting  requirements  relating  to  use  of 
assets  for  distribution,  so  that  funds 
which  bore  distribution  expenses  in 
accordance  with  rule  12b-l  would 
disclose  that  fact  to  shareholders  and 
prospective  investors,  as  well  as  report 
it  in  registration  statements  filed  with 
the  Commission. 

Background 

Traditionally  the  Commission  and  the 
staff  have  taken  the  position  that  it  is 
generally  improper  under  the  Investment 
Company  Act  of  1940  [15  U.S.C.  80a-l  et 
seq.]  (the  “Act”)  for  open-end 
management  investment  companies 
(“mutual  funds”  or  “funds”)  directly  or 
indirectly  to  bear  expenses  related  to 
the  distribution  of  their  shares.  ‘ 
However,  the  Commission  has  for  some 
time  been  reviewing  the  issue  in  light  of 
public  interest  in  and  comment  on  the 
legal  and  policy  implications  of  use  of 
fund  assets  for  distribution.^ 

To  facilitate  this  review  the 
Commission,  in  May,  1978,  issued  an 
Advance  Notice  of  Proposed 
Rulemaking  with  respect  to  the 
conditions  under  which  mutual  funds 
might  be  permitted  to  bear  distribution 
expenses  (Investment  Company  Act 
Release  No.  10252,  May  23, 1978)  [43  FR 


'  Investment  Company  Act  Release  No.  9915  (Aug. 
31. 1977)  (42  FR  44810,  Sept.  7, 1977). 

^  In  November,  1976,  the  Commission  held 
hearings  on  use  of  fund  assets  for  distribution.  The 
hearings  were  announced  in  Investment  Company 
Act  Release  No.  9470  (Oct.  4, 1976)  (41  FR  44770. 

Oct.  12. 1976).  Copies  of  the  transcripts  of  the 
hearings  and  written  submissions  made  in 
connection  with  the  hearings  are  fded  in  File  No.  4- 
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23589,  May  31, 1978]  (“Release  No. 
10252”).  Release  No.  10252  stated  the 
Commission’s  belief  that  it  would  be 
useful  to  explore  further  whether 
permitting  mutual  funds  to  finance 
distribution  could,  under  some 
circumstances,  benefit  investors.  It  also 
solicited  public  comment  on  a  variety  of 
possible  conditions  upon  such  use  of 
assets  designed  to  safeguard  the 
interests  of  investors.  Release  No.  10252 
stated  that  any  such  conditions  would 
be  intended  to  accomplish  three 
objectives:  (1)  To  minimize  the  conflict 
of  interest  on  the  part  of  a  fund’s 
investment  adviser  or  officers  with 
respect  to  a  decision  to  bear  distribution 
expenses,  by  limiting  the  degree  to 
which  the  advisory  fee  was  affected  by 
sales;  (2)  To  assure  that  fund  assets 
were  used  for  distribution  only  when, 
after  appropriate  consideration,  the 
disinterested  directors  and  shareholders 
determined  such  use  of  fund  assets  to  be 
in  the  fund’s  interest:  and  (3)  To  assure 
that  all  shareholders  were  treated  fairly 
in  connection  with  the  bearing  of 
distribution  expenses. 

Release  No.  10252  set  forth  for 
comment  several  conditions  to  minimize 
the  conflict  of  interest  between  the 
adviser  and  the  fund  on  the  issue  of 
distribution.  It  proposed  a  possible 
requirement  that  the  advisory  fee,  rather 
than  being  computed  as  a  percentage  of 
assets,  be  expressed  as  a  fixed-dollar 
amount,  or  based  on  the  fund’s  net  asset 
value  per  share.  It  was  suggested  that 
the  fixed-dollar  fee  not  be  permitted  to 
exceed  the  advisory  fee  paid  in  the 
previous  year  nor  be  increased  for  a  set 
period  of  time  (such  as  two  years):  the 
possibility  of  a  prohibition  on  tying 
officers’  compensation  directly  to  assets 
was  also  raised.  As  a  possible  means  to 
ensure  fairness  to  existing  shareholders. 
Release  No.  10252  raised  the  possibility 
that  load  funds  which  wanted  to  bear 
distribution  expenses  might  be  required 
to  issue  a  new  series  of  shares  to  bear 
such  expenses,  in  order  that  assets 
belonging  to  existing  shareholders 
would  not  be  so  charged.  It  also  set  forth 
for  consideration  by  the  commentators 
several  procedural  requirements  relating 
to  approval  by  directors  and 
shareholders  of  a  plan  to  bear 
distribution  expenses,  most  of  which 
were  similar  to  those  which  are  required 
for  investment  advisory  contracts  by 
sections  15  (a)  and  (c)  of  the  Act  [15 
U.S.C,  80a-15  (a),  (c)].  The  Commission 
stated  that,  if  it  did  promulgate  rules 
with  respect  to  distribution,  such  rules 
would  not  affect  in  any  way  the 
Hduciary  responsibilities  owed  to  funds 
under  section  36  (15  U.S.C.  80a-35]  of 
the  Act;  therefore,  directors  would  have 


to  determine  that  such  use  of  assets 
“would  likely  benefit”  the  fund’s 
shareholders  as  well  as  comply  with 
Commission  rules.  Release  No.  10252 
suggested  conditions  to  ensure  that 
disinterested  directors  could  make  a 
decision  on  distribution  free  from  the 
influence  of  the  adviser,  such  as 
requiring  a  fund  which  bears 
distribution  expenses  to  have  a  board 
composed  entirely  of  disinterested 
directors,  or  requiring  the  disinterested 
directors  as  a  group  to  review  the 
proposal  initially  and  to  have 
independent  legal  counsel  (or  other 
independent  experts)  assist  them  in  their 
decision.  Release  No.  10252  also 
discussed  possible  requirements  as  to 
disclosure  of  distribution  expenses,  and 
reiterated  the  Commission’s  position, 
taken  in  the  Vanguard  proceeding,®  that 
a  fund  which  bore  distirubtion  expenses 
but  did  not  charge  a  sales  load  could  not 
call  itself  a  “no-load”  fund. 

With  respect  to  the  Commission’s 
authority  over  mutual  fund  distribution. 
Release  No.  10252  stated  that  any 
proposed  rules  on  distribution  expenses 
would  be  issued  under  section  12(b)  of 
the  Act  [15  U.S.C.  80a-12(b)]  and  such 
other  sections  as  appeared  appropriate, 
and  set  forth  the  Commission’s  view 
that,  to  the  extent  a  fund  made 
payments  to  promote  the  distribution  of 
its  shares,  it  would  be  acting  as  a 
distributor  of  its  shares  within  the 
meaning  of  section  12(b),  and  would  be 
doing  so  in  addition  to  any  functions 
that  might  be  perfomed  by  an 
underwriter. 

The  release  also  specifically  solicited 
public  comments  on  several  issues: 
Whether  certain  types  of  distribution 
expenses  should  be  treated  differently 
from  others  (e.g.,  whether  a  distinction 
should  be  drawn  between  continuing 
payments  to  dealers  and  one-time 
transactional  fees);  Whether  a  fund 
which  bears  distribution  expenses 
should  also  be  able  to  charge  a  sales 
load:  and  Whether  the  Commission 
should  specify  a  list  of  factors  (e.g., 
reduction  of  expenses  and  expense 
ratio)  to  be  considered  by  directors  in 
making  a  decision  on  distribution. 

Again,  the  Commission  warned  that 
compliance  with  any  such  list  should  not 
be  considered  a  “safe  harbor.” 


’  See  The  Vanguard  Group,  Inc.,  Investment 
Company  Act  Release  No.  9927  (Sept.  13, 1977)  (42 
FR  47607,  Sept.  21. 1977]  (notice  of  and  order  for 
hearing  on  application  and  order  of  temporary 
exemption  pending  outcome  of  hearing). 


Summary  of  Comments  on  Release  No. 
10252 

Over  fifty  comments  were  received  on 
Release  No.  10252.  *  More  than  twenty 
commentators,  including  a  majority  of 
the  commentators  associated  with  the 
mutual  fund  industry,  submitted 
statements  in  favor  of  use  of  fund  assets 
for  distribution;  ®  some  thirty 
commentators,  including  twenty 
individual  mutual  fund  shareholders, 
argued  against  such  use  of  fund  assets.  ® 
In  general,  both  groups  of  commentators 
disagreed  with  the  conditions  to  use  of 
fund  assets  for  distribution  suggested  by 
the  Commission  in  Release  No.  10252. 
Those  who  favored  using  assets  for 
distribution  termed  the  proposed 
conditions  unnecessary  and  impractical; 
those  who  argued  against  a  change  in 
Commission  policy  echoed  the  charge  of 
impracticability,  and  argued  that  the 
proposed  conditions  would  do  little  to 
mitigate  the  advisor’s  conflict  of  interest 
inherent  in  any  decisions  to  bear 
distribution  expenses. 

The  majority  of  the  commentators 
who  argued  in  favor  of  permitting 
mutual  funds  to  bear  distribution 
expenses  urged  the  Commission  merely 
to  adopt  the  standard  for 
decisionmaking  by  fund  disinterested 
directors  laid  down  in  Tannenbaum  v. 
Zeller,  552  F.2d  402  (2d  Cir.),  cert, 
denied,  434  U.S.  934  (1977),  as  the  only 
legal  requirement  in  this  area.  In 
Tannenbaum,  the  Court  of  Appeals  for 
the  Second  Circuit  held  that  the 
disinterested  directors  of  a  fund  did  not 
breach  their  fiduciary  duty  to  the  fund  in 
deciding  to  forgo  recapture  of  brokerage 
commissions,  because  the  directors 
were  truly  independent  of  the  adviser: 
they  were  fully  informed  of  all  the 
available  alternatives;  and  they  had 
reached  a  “reasonable  business 
judgment”  made  after  thorough  review 
of  all  relevant  factors.  Commentators 

*  Copies  of  the  comments  are  filed  in  File  No.  S7- 
743. 

‘  Capital  Research  &  Management  Co.;  Drinker 
Biddle  &  Reath;  Edie  Management  Services,  Inc.; 
Fidelity  Management  &  Research  Co.;  First  Variable 
Rate  Fund  for  Government  Income.  Inc.;  Neil 
Flanagin;  John  P.  Freeman;  Investment  Company 
Institute  ("ICI”);  Investors  Diversified  Services,  Inc. 
("IDS”);  Investors  Group  of  Companies:  Kemper 
Financial  Services.  Inc.;  Lord,  Abbett  &  Co.;  Mathers 
Fund  (by  Sidley  &  Austin);  Douglas  Mercer,  Merrill 
Lynch  Asset  Management,  Inc.;  National 
Association  of  Securities  Dealers,  Inc.  ("NASD"); 
Selected  Funds  Independent  Directors;  Carl  Shipley; 
United  Services  Fund;  Vanguard  Group  of 
Investment  Companies;  Vanguard  Group 
Independent  Directors  (by  Dechert,  Price  &  Rhoads); 
Waddell  &  Reed. 

*  Alpen  Securities,  Inc.;  American  Bankers 
Association;  Dreyfus  Corporation;  Federated 
Investors,  Inc.;  Philadelphia  Life  Asset  Planning  Co; 
John  A.  Philbrick  (fund  director);  Scudder,  Stevens  & 
Clark;  securities  Fund  Investors,  Inc.;  all  individual 
commentators. 
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staled  that  essentially  the  same  issue — 
use  of  fund  assets  to  promote  sales — 
was  involved  in  Release  No.  10252  as 
was  involved  in  Tannenbaurn.  ^ 

Adoption  of  that  standard  as  the  only 
measure  of  legality  for  funds  bearing 
distribution  expenses  would  therefore 
be  appropriate,  even  though  any 
Commission  rules  would  apply  to  a  wide 
variety  of  factual  circumstances,  while 
the  Tannenbaurn  standard  was 
formulated  for  a  specific  set  of  facts." 

As  noted  above,  many  commentators 
who  urged  that  funds  be  permitted  to 
bear  distribution  expenses  called  the 
Commission’s  suggested  conditions 
unnecessary  to  solve  the  adviser's  ' 
conflict  of  interest.  Tliey  stated  that 
there  was  no  evidence  that  the  adviser  s 
conflict  of  interest  with  respect  to 
distribution  was  any  more  severe  than 
that  inherent  in  the  investment  advisory 
contract,  or  that  imposition  of  the  type 
of  conditions  suggested  in  Release  No. 
10252  would  make  the  directors’ 
decision  on  distribution  any  more 
rational.  Accordingly,  they  urged  that 
the  same  procedures  required  for 
approval  of  the  investment  advisory 
contract  under  sections  15(a)  and  (c)  of 
the  Act  be  applied  to  any  distribution 
contract,  and  that  no  conditions  more 
stringent  than  the  current  statutory 
requirements  be  imposed  for  funds 
which  bear  distribution  expenses.* 

A  second  group  of  commentators.  IDS, 
the  Investors  Croup  of  Funds  advised  by 
IDS  and  the  Vanguard  Group  of 
Investment  Companies,  proposed  their 
own  rules  for  use  of  fund  assets.  The 
Investors  Croup’s  rule  would  require  all 
the  directors  but  one  to  be  disinterested: 
freeze  the  ad\isory  fee  for  a  period  of 
two  years  to  the  amount  paid  in  the 
fiscal  year  prior  to  first  incurring 
distribution  expenses:  and  require  any 
contract  to  comply  with  the  provisions 
of  section  15  of  the  Act.  IDS's  rule  would 
require  at  least  75  percent  of  the  board 
to  be  disinterested,  and  require 
compliance  by  the  contract  with  section 
15.  but  contained  no  fee  limitation.  IDS 
also  proposed  that  every  fund  which 
uses  fund  assets  for  distribution  be 
required  to  have  its  disinterested 
directors  chosen  by  a  nominating 
committee  composed  entirely  of  other 
disinterested  directors,  as  a  further 
assurance  that  directors  so  chosen 
would  be  truly  independent  of  the 
adviser.  Both  IDS  and  the  Investors 
Group  submitted  that  their  rules  would 


’  Freeman;  ICl;  Lord  Abbett:  Merrill  Lynch  Asset 
Management. 

"Vanguard  Independent  Directors. 

*IDS;  Investors  Croup:  Drinker  Biddle  &  Reath: 
Vanguard  Croup;  Waddell  ft  Reed;  ICl;  Vanguard 
Independent  Directors;  Flanagin;  Fidelity:  Ixtrd 
Abbett 


be  preferable  to  the  Commission’s 
proposed  conditions,  especially  with 
respect  to  composition  of  the  board  of 
directors,  because,  according  to  IDS, 
they  would  permit  the  adviser  to  be 
represented  on  the  board  and,  thus,  to 
have  at  least  one  director  responsible 
for  those  recommendations  of  the 
adviser  adopted  by  the  directors. 

The  Vanguard  Group  of  Investment 
Companies  stated  that  the  conflict  of 
interest  between  the  fund  and  the 
adviser  would  be  substantially 
eliminated  in  the  following 
circumstances:  (1)  The  adviser’s 
representation  on  the  board  of  directors 
was  limited:  (2)  The  adviser  provided 
only  portfolio  management  services:  and 
(3)  The  fund  assumed  responsibility  for 
distribution  and  the  directors 
determined  the  amount  of  distribution 
expenses.  Where  such  circumstances 
did  not  exist,  however.  Vanguard  stated 
that  the  Commission  should  establish 
the  following  "qualitative"  guidelines  for 
funds  which  bear  distribution  expenses: 

(1)  Specific  standards  to  be 
considered  by  the  directors,  such  as 
reduction  of  current  expenses  and  future 
expense  ratios:  (2)  Standards  for  review 
of  distribution  expenditures  by  directors 
and  approval  by  shareholders,  which 
standards  should  be  no  more  stringent 
than  those  for  advisory  fees:  (3) 
Appropriate  disclosure  to  shareholders 
and  prospective  investors:  (4)  A  board 
of  directors  composed  predominantly  or 
entirely  of  persons  unaffiliated  with  the 
investment  adviser,  and  (5)  Provision  of 
information  to  the  board  by  nonaffiliates 
of  the  adviser  (through,  for  example,  a 
staff  responsible  solely  to  the  directors, 
or  independent  consultants). 

Two  major  fund  organizations,  the 
Dreyfus  Corporation  and  Federated 
Investors.  Inc.,  generally  opposed  use  of 
fund  assets  for  distribution  expenses, 
stating  that  sales  of  fund  shares  were, 
and  should  remain,  the  adviser’s 
business.  Dreyfus  stated  that  none  of  the 
suggested  conditions  would  ameliorate 
the  adviser’s  conflict  of  interest,  and 
that  the  Commission’s  proposal  w’ould 
place  disinterested  directors  in  a 
difficult  situation.  According  to  Dreyfus, 
directors  could  be  liable  if  they  made 
the  decision  for  the  fund  to  bear 
distribution  expenses  on  their  own, 
because  they  would  lack  the  necessary 
expertise,  and  thus  they  would  be  forced 
to  consult  experts,  but  reliance  on 
experts  would  not  protect  the  directors 
against  liability  if  use  of  assets  for 
distribution  was  not  warranted  by  the 
facts.  Dreyfus  also  raised  the  possibility 
that  the  necessarily  heavy  commitment 
of  time  and  effort  by  disinterested 
directors  to  a  decision  to  bear 


distribution  expenses  would  erode  their 
disinterested  status.  Federated  argued 
that  internalization  of  distribution 
would  inevitably  lead  to  internalization 
of  investment  advisory  functions  as 
well,  but  that  such  a  result  would  be 
contrary  to  the  Act. 

As  noted  above,  over  twenty 
individual  fund  shareholders  wrote 
letters  to  the  Commission  against  use  of 
fund  assets  for  distribution.  Some  were 
load  fund  shareholders  who  objected  to 
a  charge  against  assets  after  they  had 
already  paid  a  sales  load,  while  others 
perceived  use  of  fund  assets  for 
distribution  being  only  for  the  benefit  of 
the  adviser. 

Although  most  of  the  commentators 
did  not  question  the  objectives  set  forth 
in  Release  No.  10252 — minimizing  the 
conflict  of  interest,  ensuring  a  full 
review  prior  to  approval  by  directors 
and  shareholders,  and  ensuring  fairness 
to  shareholders — many  of  the  specific 
conditions  suggested  by  the  Commission 
drew  a  great  deal  of  criticism.  For 
example,  the  proposed  fixed-dollar 
advisory  fee  was  attacked  as  an  undue 
restriction  on  the  directors’  business 
judgment.  a  “draconian”  measure  “ 
which  ignored  the  various  degrees  of  the 
fund's  involvement  in  distribution 
efforts. a  disincentive  to  the  adviser  to 
promote  fund  growth  on  its  own,  and  a 
measure  leading  to  greater 
concentration  in  the  mutual  fund 
industry. ‘‘‘According  to  the 
commentators,  the  various  exceptions  to 
the  fixed  fee  (for  new  funds  and 
internalized  funds,  among  others)  only 
served  to  demonstrate  the  wide  variety 
of  circumstances  and  the  need  for  the 
directors  to  have  broad  discretion  in  this 
area. The  advisory  fee  based  on  net 
asset  value  per  share  was  also  criticized 
as  unwise  and  unnecessarily  complex 
and  as  a  type  of  “performance"  fee 
which  would  lead  to  an  inappropriate 
emphasis  on  short-term  performance.*’ 
Similarly,  the  proposed  issuance  of  a 
separate  series  of  shares  by  funds  had 
previously  charged  a  sales  load  met 
with  unanimous  disapproval  as  leading 
to  undue  complexity  of  funds’  capital 
structure  (in  possible  violation  of  section 
18  of  the  Act  [15  U.S.C.  80a-18)).‘«  and 
confusing  to  shareholders.  **  On  this  last 
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point,  several  commentators  stated  that 
because  the  Commission  would  require 
directors  to  find  the  bearing  of 
distribution  expenses  a  benefit  to  all 
shareholders — which  necessarily 
subsumes  a  finding  of  fairness  to 
existing  shareholders — the  directors  be 
permitted  to  consider  any  possible 
impact  on  existing  shareholders  as  just 
one  of  the  factors  in  their  decision. 
However,  two  commentators  raised  the 
possibility  that,  in  the  absence  of 
prospectus  disclosure  at  the  time  of 
investment,  existing  shareholders  could 
argue  they  had  been  misled  into 
believing  that  the  full  marketing  costs 
had  been  paid  at  the  time  of  purchase, 
and  thus  no  further  charge  for 
distribution  could  be  assessed  against 
them.®’  With  respect  to  the  ability  of  a 
fund  simultaneously  to  charge  a  sales 
load  and  to  use  fund  assets  for 
distribution,  most  commentators  urged 
leaving  the  issue  to  the  judgment  of  the 
board  of  directors.®® 

With  respect  to  the  procedural 
requirements  relating  to  a  decision  to 
bear  distribution  expenses,  several 
commentators  questioned  the  need  for 
conditions  in  this  area  more  stringent 
than  those  applicable  to  investment 
advisory  contracts,*®  although  others 
supported  the  Commission’s  proposals 
for  approval  by  two-thirds  of  the 
disinterested  directors  and  a  majority  of 
the  outstanding  voting  securities,  and 
annual  approval  by  the  same 
standards.®^  Another  commentator 
questioned  the  need  for  annual 
shareholder  approval  if  there  were  no 
material  changes  in  the  arrangements,®® 
and  Dreyfus,  as  part  of  its  position  that 
advisers  should  remain  responsible  for 
any  distribution  effort,  called 
shareholder  approval  meaningless.  The 
proposed  conditions  that  the  amount  to 
be  spent  for  distribution  be  expressed  as 
a  fixed-dollar  amount,  rather  than  as  a 
percentage  of  assets,  also  drew 
criticism;  the  commentators  stated  that 
the  Commission  should  not  arbitrarily 
limit  the  methods  for  determining  the 
amount  to  be  spent,  so  long  as  the 
adviser  expressed  the  amount  in  a  way 
that  the  directors  and  shareholders 
could  understand.®® 

Several  commentators  asked  for  a 
further  explanation  of  the  Commission’s 
legal  authority  with  respect  to 
distribution,  specifically  its  statement  in 
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Release  No.  10252  that  a  fund’s  payment 
for  distribution  would  make  it  a 
“distributor”  of  its  shares  within  the 
meaning  of  section  12(b).®’  Finally,  the 
statement  in  the  Release  that  directors 
should  not  include  in  the  advisory  fee 
any  compensation  for  distribution 
efforts  undertaken  by  the  adviser  was 
questioned  by  some  of  the 
commentators.  They  alleged  that 
subsidization  of  distribution  through  the 
advisory  fee  was  prevalent  throughout 
the  fund  industry,  and  that  to  exclude 
compensation  for  distribution  from  the 
advisory  fee  would  in  effect  require  the 
fee  to  be  “unbundled”  into  its 
distribution  and  investment 
management  components.®*  The 
commentators,  however,  differed  among 
themselves  on  whether  this  would  be  a 
desirable  result.  One  preferred  full 
disclosure  of  distribution  costs  and 
arrangements  to  such  mandatory 
“unbundling,”  ®®  while  another 
suggested  a  separate  contract  for 
distribution  as  a  means  to  force  the 
directors  to  consider  the  benefits  to  the 
fund  and  alternatives  to  use  of  fund 
assets  for  distribution.*® 

Proposed  Rule  12b-l 

The  Commission  has  reevaluated  the 
question  of  funds’  bearing  distribution 
expenses  in  light  of  the  comments 
received  in  response  to  Release  No. 
10252  and  in  light  of  the  philosophy  and 
objectives  of  the  Investment  Company 
Act  Study  which  is  being  conducted  by 
the  Division  of  Investment  Management. 
The  Commission  has  determined  to 
propose  for  public  comment  rule  12b-l 
under  the  Act.®’  If  adopted,  the  rule 
would  establish  procedures  and 
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Section  12(b)  provides  that  it  shall  be  unlawful 
for  any  registered  open-end  company,  other  than  a 
company  complying  with  section  10(d)  of  the  Act.  to 
act  as  a  distributor  of  securities  of  which  it  is  the 
issuer,  except  through  an  underwriter,  in 
contravention  of  such  rules  and  regulations  as  the 
Commission  may  prescribe  as  necessary  or 
appropriate  in  the  public  interest  or  for  the 
protection  of  investors.  The  legislative  history  of 
section  12(b)  indicates  that  it  was  intended  to 
protect  open-end  companies  "against  excessive 
sales,  promotion  expenses,  and  so  forth." 
Investment  Trusts  and  Investment  Companies: 
Hearings  Before  a  Subcomm.  of  the  House  Comm, 
on  Interstate  and  Foreign  Commerce,  76th  Cong.,  3d 
Sess.  112  (1940)  (statement  of  David  Schenker). 
Because  the  risk  that  a  fund  would  be  caused  to 
incur  such  excessive  expenses  exists  when  it  has 
any  responsibility  for  distribution,  the  Commission 
remains  of  the  view,  taken  in  Release  No.  10252, 
that  a  fund  which  incurs  any  distribution  costs 
would  be  acting  as  a  distributor  of  its  shares  within 
the  meaning  of  section  12(b)  and  would  be  subject 
to  any  rules  under  that  provision,  regardless  of 
whether  other  persons  (e.g.,  an  "underwriter")  are 
also  involved  in  the  distribution  effort. 


conditions  pursuant  to  which  mutual 
funds  could  incur  expenses  connected 
with  distribution.  The  conditions  in  the 
proposed  rule  are  signihcantly  different 
from  those  which  the  Commission  stated 
it  had  under  consideration  in  Release 
No.  10252,  because  the  Commission  has 
concluded  that  there  are  a  number  of 
practical  and  technical  difficulties  with 
some  of  those  conditions.  In  particular, 
proposed  rule  12b-l  takes  an  approach 
substantially  different  from  that 
suggested  in  Release  No.  10252  to  the 
problems  of  minimizing  conflicts  of 
interest  and  ensuring  fairness  to  existing 
shareholders. 

The  various  provisions  of  the 
proposed  rule  are  discussed  below.  In 
general  terms,  the  rule  makes  it  unlawful 
for  a  mutual  fund  to  finance  distribution 
directly  or  indirectly  except  in 
compliance  with  the  rule’s  substantive 
provisions.  It  prescribes  procedural 
requirements  which  are  similar  in  most 
respects  to  those  established  by  the  Act 
for  approval  of  investment  advisory 
contracts,  although  the  requirements  of 
the  proposed  rule  are  somewhat  more 
stringent.  The  substantive  provisions  of 
the  rule  place  a  great  deal  of 
responsibility  on  fund  directors, 
especially  the  disinterested  directors. 
There  are  provisions  intended  to  ensure 
that:  (1)  The  disinterested  directors  are 
free  of  domination  or  undue  influence  by 
management;  (2)  The  directors  are  fully 
informed  and  consider  all  relevant 
factors;  and  (3)  The  directors  exercise 
reasonable  business  judgment  and  act  in 
a  manner  consistent  with  their  fiduciary 
duties. 

General  Requirements 

Paragraph  (a)  of  the  proposed  rule 
would  in  effect  make  it  unlawful  for  an 
open-end  management  investment 
company  to  incur  distribution  expenses 
except  in  compliance  with  the 
substantive  provisions  of  the  rule. 
Distribution  expenses  would  include 
both  direct  and  indirect  expenses. 

It  may  be  difficult  for  a  mutual  fund  to 
determine  whether  it  is  incurring 
distribution  expenses  indirectly  if  its 
investment  adviser  finances  distribution 
of  the  company’s  shares.  Some 
commentators  and  observers  have 
contended  that  any  such  expenditures 
by  an  investment  adviser  constitute  an 
indirect  use  of  fund  assets  on  the  theory 
that  the  adviser  is  using  funds  derived 
from  the  advisory  contract.  That 
contention  may  be  valid  in  some  cases, 
but  as  a  general  theory  it  ignores 
economic  reality.  Because  of  the 
management  and  compensation  system 
which  predominates  in  the  investment 
company  industry,  most  investment 
advisers  to  investment  companies  have 
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an  entrepreneurial  interest  in  the  sale  of 
fund  shares.  Accordingly,  expenditures 
by  such  advisers  to  further  the  sale  of 
fund  shares,  while  they  may  be  expense 
items  in  the  adviser's  financial 
statement,  in  a  great  many  instances  are 
in  the  nature  of  a  reinvestment  of  profits 
from  providing  investment  advisory 
ser\nces  in  the  development  of  the 
adviser's  business.  To  the  extent  that 
such  “profits"  are  not  excessive,  they 
are  the  adviser's  to  use  as  it  sees  fit. 
Certainly  it  would  be  anomalous  to 
suggest  that  any  excess  of  income  from 
the  advisory  contract  over  expenses 
associated  with  providing  advisory 
services  would  be  the  adviser's  money 
if.  for  example,  it  was  used  to  pay 
dividends,  but  would  be  the  fund's 
money  if  it  was  used  to  finance  sales  of 
its  shares.  On  the  other  hand,  it  clearly 
would  constitute  an  indirect  use  of  fund 
assets  for  distribution  if  the  advisory  fee 
was  inflated  in  order  to  provide  the 
adviser  with  funds  for  that  purpose. 

Under  proposed  rule  12b-l.  fund 
directors,  particulariy  the  disinterested 
directors,  would  bear  substantial 
responsibility  for  any  decision  to  use 
fund  assets  for  distribution.  Under 
sections  15(a)  and  (c)  of  the  Act  they  are 
also  responsible  for  evaluating  and 
deciding  whether  to  approve  die 
advisory  contract  In  fulHlling  these 
obligations  directors  of  mutual  funds 
would  have  to  give  careful  scrutiny  to 
any  expenditures  by  the  investment 
adviser  for  distribution,  and  determine 
on  the  basis  of  the  facts  of  each 
particular  case  whether  such 
expenditures  were  being  made  out  of 
legitimate  “profits"  from  providing 
investment  advisory  services  or 
constituted  an  indirect  use  of  fund 
assets.  The  Commission  expects  that 
many  boards  of  directors  will  elect  to 
take  a  cautious  approach  to  this 
problem,  and  that  is  one  reason  why  the 
procedural  requirements  of  proposed 
rule  12b-l  are  similar  to  those 
established  by  the  Act  for  approval  of 
advisory  contracts. 

Procedural  Requirements 

Paragraph  (b)  establishes  procedures 
which  would  have  to  be  followed  for  a 
fund  to  implement  a  plan  to  bear 
distribution  expenses.  As  stated  above, 
these  requirements  are  similar  to  those 
prescribed  by  sections  15(a)  and  (c)  of 
the  .^ct  for  approval  of  the  advisory 
contract.  This  concept  was  implicit  in 
Release  No.  10252  and  was  supported 
explicitly  by  a  number  of  commentators, 
although  many  of  the  commentators 
objected  to  conditions  more  stringent 
than  those  for  advisory  contracts.  The 
rule  would  require  initial  approval  of  a 
plan  to  bear  distribution  expenses  by 


shareholders,  the  board  of  directors,  and 
separately  by  the  disinterested 
directors.  The  directors  would  be 
responsible  for  considering  aimually 
whether  to  continue  such  a  plan.  The 
plan  would  be  terminable  at  any  time: 
agreements  entered  into  pursuant  to 
such  plan  would  be  terminable  on  sixty 
days'  notice  to  the  other  party  or  would 
terminate  automatically  upon 
assignment  as  in  the  case  with  advisory 
contracts  under  section  15(a)  of  the  Act. 

The  rule's  procedural  requirements 
would  be  more  stringent  than  those  for 
approving  advisory  contracts  in  several 
respects.  First  shareholder  and  director 
approval  would  have  to  be  by  two-thirds 
vote  rather  than  a  majority.  In  addition, 
the  board  of  directors  would  have  to 
review  the  operation  of  the  plan  at  least 
quarterly,  and  the  plan  and  any  related 
agreements  would  have  to  be  terminable 
by  the  disinterested  directors  alone 
rather  than  by  the  whole  board.  These 
extra  requirements  appear  necessary 
and  appropriate,  because  use  of  fund 
assets  for  distribution  poses  serious 
problems  due  to  the  potential  conflicts 
of  interest  and  the  frequently  uncertain 
and  speculative  nature  of  anticipated 
benefits  for  a  fund  and  its  shareholders 
from  such  expenditures. 

Minimizing  Conflicts  of  Interest: 
Independence  of  Directors 

Since  use  of  fund  assets  for 
distribution  may  benefit  a  fund's 
investment  adviser,  the  adviser  and  any 
of  its  officers  or  employees  who  are 
associated  with  fund  management 
would  have  a  conflict  of  interest  in 
recommending  or  deciding  that  a  fund 
should  use  its  assets  in  that  way. 
Because  directors  who  are  not 
interested  persons  of  the  fund  would  not 
normally  have  such  conflicts,  the 
proposed  rule  would  place  great 
emphasis  on  the  role  of  the  disinterested 
directors  in  deciding  whether  to 
implement,  continue,  or  terminate  a  plan 
to  use  fund  assets  for  distribution. 
However,  the  Commission  believes  that, 
in  order  for  them  to  make  such  a 
decision,  it  is  not  enough  for  them 
merely  not  to  be  interested  persons  of 
the  fund  within  the  meaning  of  the  Act. 
For  one  thing,  any  director  w’ho  had  any 
direct  or  indirect  financial  interest  in  the 
operation  of  the  proposed  plan  or  in  any 
agreement  related  to  the  plan  should  not 
participate  in  the  decision  of  the 
disinterested  directors.*®  For  another, 

'“Such  a  director  would  not  be  an  interested 
person  of  the  fund  within  the  meaning  of  section 
2fa||19)  [15  U.S.C.  80a-2(a)(19)]  of  the  Act  in  spite  of 
having  a  financial  interest  in  the  plan,  because 
section  2(a)(19)(A)(vi)  requires  the  Commission  to 
determine  by  order  that  a  person  is  an  “interested 
person"  “by  reason  of  having  had  *  *  *  a  material 
business  or  professional  relatio.nship”  with  the  fund. 


the  disinterested  directors  must  be  in  a 
position  to  act  with  genuine 
independence  on  behalf  of  the  fund  and 
its  shareholders,  which  means  they  must 
be  free  of  domination  or  undue  influence 
by  fund  management. 

The  Commission  is  concerned  that  in 
many  cases  disinterested  directors  may 
not  be  able  to  act  with  genuine 
independence  in  deciding  whether  to 
use  fund  assets  for  distribution  because 
of  the  control  investment  advisers 
typically  exercise  over  the  funds  they 
advise.”  To  the  extent  that  such  control, 
whether  exercised  directly  or  indirectly, 
could  extend  to  the  process  of  selection 
and  nomination  of  directors,  the 
adviser's  conflict  of  interest  in  this 
matter  could  lead  to  domination  of  or 
undue  influence  over  disinterested 
directors.  The  Commission  recognizes 
that  many  advisers  would  not  attempt  to 
abuse  their  control  position,  and  that 
proper  fulfillment  of  directors'  duties 
depends  primarily  on  the  character, 
ability,  and  diligence  of  directors. 
Nevertheless,  the  Commission  believes 
that  in  this  case  there  should  be 
additional  regulatory  requirements  to 
enhance  the  independence  of 
disinterested  directors. 

Accordingly,  paragraph  (c)  of 
proposed  rule  12b-l  conditions  reliance 
on  the  rule  on  the  commitment  of  the 
selection  and  nomination  of 
disinterested  directors  to  the  discretion 
of  the  disinterested  directors.  This 
requirement  will  ensure  a  substantial 
measure  of  independence  for 
disinterested  directors,  assuming  they 
fulfill  their  duties  in  fact.  It  also  has  Uie 
advantage  of  being  compatible  w’ith 
existing  structures  and  mechanisms  of 
corporate  governance.  The  Commission, 
however,  explicitly  solicits  comments  on 
alternative  mechanisms  for  selection  of 
disinterested  directors,  such  as 
nomination  by  shareholders,  that  would 
be  intended  to  avoid  control  of  the 
selection  process  by  the  investment 
adviser. 

Factors  To  Be  Considered 

Paragraph  (d)  of  the  proposed  rule  is 
intended  to  ensure  that,  before  deciding 
to  use  fund  assets  for  distribution, 
directors  are  fully  informed.  The  rule 
would  require  directors  to  consider  and 
give  appropriate  weight  to  all  pertinent 
factors,  but  it  also  sets  forth  a  list  of 
factors  which  would  have  to  be 
considered.  This  concept  was  suggested 
in  Release  No.  10252  and  received 
generally  favorable  comment,  although 

“  See  Steadman  Security  Carp..  Securities 
E.xchange  Act  Release  No.  1369S.  [1977-1978 
Transfer  Binderl  Fed.  Sec.  L  Rep.  (CCH)  fBl.243  at 
88.339-18  and  n.81  (June  29, 1977J,  appeal  pending. 
No.  77-2415  (5th  Cir.|. 
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some  suggested  the  list  of  factors  should 
be  in  the  release  accompanying  any  rule 
rather  than  the  rule  itself.  At  this  time 
the  Commission  believes  that  the  list  of 
factors  should  be  in  the  rule  in  order  to 
ensure  an  orderly  process  of  decision¬ 
making  by  directors:  however,  so  as  not 
to  make  the  process  overly  rigid,  the 
factors  are  drafted  to  cover  broad 
categories  of  concern  rather  than 
detailed  or  technical  points.  The 
following  discussion  of  the  factors  is 
intended  to  provide  additional  guidance. 

The  first  factor  directors  would  have 
to  consider  if  the  rule  was  adopted  is 
whether  they  need  the  assistance  of 
independent  counsel  or  experts.  Because 
a  decision  to  use  fund  assets  for 
distribution  may  involve  complicated 
business  judgments  and  because 
directors  may  otherwise  be  too 
dependent  on  the  adviser  for 
information,  the  Commission  believes 
that  directors  should  give  the  question 
of  getting  outside  help  very  serious 
thought.  The  Commission  considered 
making  outside  counsel  and  experts 
mandatory  under  the  proposed  rule  but 
decided  such  a  requirement  could 
impose  undue  costs  in  some  cases. 

The  second  factor  to  consider  would 
l)e  the  “nature  of  the  problems  or 
circumstances  which  purportedly  make 
implementation  or  continuation  of  [a 
plan  to  use  fund  assets  for  distribution} 
necessary  or  appropriate."  Before 
directors  can  decide  whether  or  not  to 
use  fund  assets  for  distribution,  it  would 
appear  appropriate  for  them  to  identify 
as  precisely  as  possible  why  it  is  being 
proposed  that  the  find  do  so.  For 
example,  some  commentators  have 
supported  use  of  fund  assets  for 
distribution  by  arguing  that  net 
redemptions  may  harm  fund 
performance  by  reducing  the  adviser’s 
flexibility  in  managing  the  fund’s 
portfolio.  Others  have  contended  that 
use  of  fund  assets  for  distribution  could 
lead  to  economies  of  scale  or  net 
savings.  The  nature  of  the  directors' 
inquiry  could  vary  greatly  depending  on 
the  problems  or  circumstances  to  be 
addressed.  Of  course,  inherent  in 
identifying  problems  is  ascertaining 
whether  there  are  in  fact  problems,  in 
the  case  of  the  first  example  cited 
above,  for  instance,  it  has  been  argued 
that  there  is  no  proof  that  net 
redemptions  affect  performance.*'*  Use 
of  this  example  or  any  others  is  merely 
illustrative  of  the  complexity  of  the 
issues  directors  may  face,  and  is  not 
intended  to  imply  that  any  particular 


See.  e.g..  Freeman,  The  Use  of  Mutual  Fund 
Assets  to  Pay  Marketing  Costs.  9  Loy.  Chi.  1.  |.  53:). 
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conclusion  must  be  drawn  from  a  given 
set  of  facts. 

The  third  factor  deals  with  the  next 
step  in  the  inquiry:  The  causes  of  the 
problems  or  circumstances.  To  take  the 
first  example  cited  above,  assuming  the 
directors  determine  that  net 
redemptions  pose  a  problem  which 
should  be  remedied,  it  would  appear 
prudent  to  determine  why  the  fund  is 
experiencing  net  redemptions  before 
approving  expenditures  of  fund  assets 
for  distribution  as  the  proper  way  of 
correcting  the  situation.  If,  for  example, 
net  redemptions  appeared  to  be  the 
result  of  poor  investment  performance, 
spending  the  fund’s  money  to  attempt  to 
induce  the  sale  of  shares  might  not  be 
the  appropriate  response.  This  example, 
of  course,  is  oversimplifed,  and  the 
proposed  rule  recognizes  that  many 
factors  may  be  relevant;  the  point  is  that 
directors,  in  identifying  causes,  may 
develop  solutions  other  than  or  in 
addition  to  the  use  of  fund  assets  for 
distribution. 

After  identifying  the  nature  and  the 
causes  of  the  problem  or  circumstances, 
the  next  step  would  be  evaluating  the 
plan  fur  using  fund  assets.  That 
evaluation  would  require  analysis  of  the 
method  to  be  used,  including  the  nature 
and  approximate  amounts  of  the 
expenditures,  the  nature  of  the 
anticipated  benefits,  and  the  time  it 
would  take  for  those  benefits  to  be 
achieved.  These  concepts  appear  self- 
evident.  Certainly  the  directors  would 
want  to  know  approximately  how  much 
was  going  to  be  spent  and  how.  They 
would  also  want  to  know  what  the 
expected  return  was  and  how  long  it 
was  going  to  take  to  achieve  that  return. 
Whether  and  to  what  extent  these 
matters  can  be  precisely  quantified 
would,  of  course,  depend  on  all  the 
circumstances. 

It  is  only  logical  that  the  directors 
should  want  to  consider  possible 
alternatives  to  the  proposed  plan.  For 
example,  if  the  perceived  problems  were 
due  to  net  redemptions,  merely 
attempting  to  bolster  the  selling  effort 
might  not  be  the  appropriate  response,  if 
the  fund  was  performing  poorly  as 
compared  to  others  with  similar 
objectives,  changes  in  management  or 
investment  strategy  might  be 
appropriate  instead  of  or,  perhaps,  in 
addition  to  financing  distribution.  It  is 
especially  important  for  the  directors  to 
exercise  initiative  in  considering 
alternatives,  rather  than  to  merely  react 
to  proposals  to  use  fund  assets  for 
distribution  which  may  emanate  from 
the  investment  adviser. 

The  sixth  factor  emphasizes  that  it  is 
also  important  for  the  directors  to  be 
aware  of  the  activities  of  other  persons 
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who  finance  or  have  financed 
distribution  (c.g.,  the  investment 
adviser).  Decisions  of  the  investment 
adviser  about  whether  or  to  what  extent 
to  finance  fund  distribution  could 
obviously  affect  the  fund’s  plans.  For 
instance,  directors  of  a  fund  which  was 
considering  incurring  distribution  costs 
to  stop  net  redemptions  could  find  it 
prudent  to  determine  whether  the 
adviser  intended  to  reduce  any 
distribution-related  expenditures  it  was 
making.  If  the  adviser  was  reducing  its 
expenditures  by  an  amount  similar  to 
that  which  the  fund  was  proposing  to 
spend,  the  net  effect  might  be  to 
increase  the  adviser’s  profit  rather  than 
improve  the  sale  of  shares.  In  the 
context  of  considering  the  activities  of 
other  persons  who  finance  distribution 
of  fund  shares,  it  would  be  appropriate 
for  the  directors  to  ascertain  whether 
any  payments  to  such  other  person  by 
the  fund  are  made  in  such  a  way  as  to 
result  in  an  indirect  use  of  fund  assets 
for  distribution.  It  has  been  the 
Commission's  position  that,  if  the 
directors  make  allowance  for  the 
adviser’s  distribution  expenses  in 
setting  the  advisory  fee.  they  are  in 
effect  authorizing  indirect  use  of  the 
fund’s  assets  for  distribution.  Similarly, 
the  Commission  has  considered 
arrangements  whereby  a  specific  or 
readily  determinable  portion  of  the 
advi.ser’s  fee  is  designated  as  a  source  of 
compensation  for  sellers  of  fund  shares 
to  involve  indirect  use  of  fund  assets.  Of 
course,  arrangements  which 
contemplate  unspecified  payments  by 
the  adviser  for  distribution  may  also 
involve  an  indirect  use  of  fund  assets  for 
distribution.  The  directors  would  have 
to  evaluate  such  arrangements,  looking 
to  the  substance  rather  than  the  form,  in 
determining  not  only  whether  fund 
assets  were  being  used  for  distribution 
but  whether  the  advisory  fee  was 
excessive. 

Obviously,  a  related  factor  the 
directors  would  have  to  consider  in  the 
exercise  of  their  fiduciary  duties  is 
whether  any  person  other  than  the  fund 
(e.g.,  the  investment  adviser)  will  benefit 
from  the  fund’s  expenditures  for 
distribution  and.  if  so,  whether  such 
other  person  will  receive 
disproportionate  benefits.  Typically  the 
adviser  would  benefit  if  the  fund’s 
efforts  to  promote  distribution  led  to  net 
sales  of  fund  shares.  That  result  would 
npt  necessarily  be  inappropriate 
depending  on  the  circumstances,  but  the 
directors  should  consider  who  will  be 
the  relative  beneficiaries  of  the  fund’s 
efforts.  If  they  decide  any  person  other 
than  the  fund  would  derive  excessive 
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benefits,  they  should  make  appropriate 
adjustments. 

The  directors  would  also  have  to 
consider  specifically  the  effect  of  the 
plan  on  existing  shareholders.  It  has 
been  argued  that  it  is  inappropriate  for 
shareholders  who  have  paid  a  sales  load 
to  be  required  to  pay  further  for 
distribution.  A  fund  should  not  incur 
distribution  expenses  unless  the 
directors  believe  doing  so  to  be  in  the 
best  interests  of  the  fund  and  its 
shareholders.  Nonetheless,  the 
Commission  believes  it  is  important  that 
the  directors  concentrate  their  attention 
specifically  on  whether  expenditures  of 
fund  assets  for  distribution  will  be  fair 
to  existing  shareholders. 

The  final  factor  in  the  rule,  although 
not  necessarily  the  last  factor  directors 
should  consider,  would  apply  when 
directors  were  deciding  whether  to 
continue  to  spend  fund  money  for 
distribution.  In  that  case  a  relevant 
consideration  would  obviously  be 
whether  or  not  the  plan  was  working  as 
anticipated.  A  conclusion  that  it  was  not 
working  would  not  necessarily  require 
abandoning  the  plan,  but  it  would 
require  a  fundamental  reevaluation  of 
the  plan,  including  reconsideration  of 
whether  it  was  in  the  fund’s  best 
interest.  The  Commission  considers  this 
factor  extremely  important  because, 
while  it  may  be  quite  difficult  to  predict 
the  effectiveness  of  a  plan,  experience 
with  an  existing  plan  should  greatly 
enhance  the  directors’  ability  to  make 
an  informed  decision  about  whether  that 
plan  or  an  alternative  would  be  of 
benefit  to  the  fund. 

Reasonable  Business  Judgment 

Section  (e)  permits  implementation  of 
a  plan  only  if  the  directors  “conclude,  in 
the  exercise  of  reasonable  business 
judgment  and  in  light  of  their  fiduciary 
duties  under  state  law  and  under  section 
36  (a)  and  (b)  of  the  Act  (15  U.S.C.  80a- 
35  (a),  (b)],*®  that  there  is  a  reasonable 


“Soction  36(a)  of  the  Act  provides  for  injunctive 
and  other  relief  against  directors  and  other  specified 
persons  for  any  breach  of  Hduciary  duty  involving 
personal  misconduct.  The  legislative  history  of  the 
section  indicates  that:  "In  appropriate  cases, 
nonfeasance  of  duty  or  abdication  of  responsibility 
would  constitute  a  breach  of  fiduciary  duty 
involving  personal  misconduct."  H.R.  Rep.  No.  1382, 
91st  Cong.,  2d  Sess.  37  (1970);  S.  Rep.  No.  184,  9l8t 
Cong.,  2d  Sess.  36  (1969).  Section  36(b)  specifies  that 
the  investment  adviser  of  a  registered  investment 
company  and  certain  other  persons  are  "deemed  to 
have  a  hduciary  duty  with  respect  to  the  receipt  of 
compensation  for  services,  or  payments  of  a 
material  nature,  paid  by  such  registered  investment 
company,  or  by  its  security  holders."  In  complying 
with  their  obligation  under  sections  15  and  36  of  the 
Act  to  consider  the  appropriateness  of  advisory  fees 
paid  to  the  company's  investment  adviser,  directors 
should  take  into  account  the  benefits  accruing  to  the 
investment  adviser  from  a  plan  to  use  fund  assets  to 
pay  expenses  incurred  in  connection  with  the 


likelihood  that  the  plan  will  benefit  the 
company  and  its  shareholders.”  This 
section  would  place  the  ultimate 
responsibility  for  a  decision  to  use  fund 
assets  with  the  directors,  both  the 
disinterested  directors  and  the  board  as 
a  whole.  It  is  intended  to  make  clear 
that  they  would  possess  a  significant 
measure  of  discretion  but  also  that 
formal  compliance  with  other  provisions 
of  the  rule  would  not  provide  any  safe 
harbors.  The  Commission  believes  that 
the  authority  for  making  the  decision  to 
use  fund  assets  for  distribution  must 
carry  with  it  accountability  for  that 
decision.  What  constitutes  reasonable 
business  judgment  in  a  given  case  would 
depend  on  all  the  pertinent  facts  and 
circumstances  of  that  case.*® 

Disclosure  and  Reporting  Requirements 

Rule  12b-l  would  require  a  plan  to 
use  fund  assets  for  distribution  to  be 
submitted  to  shareholders  for  approval. 
The  proxy  statement  relating  to  such  a 
proposal  would  have  to  describe  all 
material  aspects  of  the  plan  and  of  any 
agreements  related  to  implementation  of 
the  plan,  including,  but  not  necessarily 
limited  to,  the  purposes  of  the  plan;  the 
approximate  amount  the  fund  is 
proposing  to  spend;  the  manner  in  which 
the  fund  proposes  to  spend  it;  and  any 
direct  or  indirect  financial  interest  in  the 
operation  of  the  proposed  plan  or 
related  agreements  of  any  person  who  is 
an  interested  person  of  the  fund  as 
defined  in  section  2(a](19)  of  the  Act  [15 
U.S.C.  80a-2(a){19]],  or  of  any  director 
who  is  not  an  interested  person  of  the 
fund.  If  shareholders  were  being  asked 
to  vote  on  the  renewal  of  a  plan,  it 
would  appear  appropriate  to  include  as 
well  the  amount  spent  by  the  fund  in  the 
previous  fiscal  year,  as  a  total  dollar 
amount  and  as  a  percentage  of  average 
net  assets  during  that  period,  and  the 
benefits  to  the  fund  from  such 
expenditures.®^ 

In  addition,  a  mutual  fund  which  has 
adopted  a  plan  under  rule  12b-l 
pursuant  to  which  it  uses  its  assets  for 
distribution  should  disclose  all  the 
material  aspects  of  that  plan,  and  of  any 
agreements  with  other  persons  relating 
to  implementation  of  the  plan,  in  its 


distribution  of  fund  shares.  Cf.  Mutual  Fund 
Amendments:  Hearings  Before  the  Subcomm.  an 
Cammerce  and  Finance  of  the  House  Comm,  on 
Interstate  and  Foreign  Commerce,  91st  Cong.,  2d 
Sess.  177-78  (1969)  (statement  of  Hamer  Budge). 

“See,  e.g.,  Tannenbaum  v.  Zeller,  552  F.2d  402, 
428  (2d  Cir,),  cert,  denied,  434  U.S.  934  (1977). 

”  See  item  21  of  schedule  14A  (17  CFR  240.14a- 
101]  under  the  Securities  Exchange  Act  of  1934  [15 
U.S.C.  78a  et  seq.  as  amended  by  Pub.  L.  No.  94-29 
(June  4, 1975)].  Item  21  requires  disclosure  of 
matters  with  respect  to  which  action  is  to  be  taken 
and  which  are  not  specifically  referred  to  elsewhere 
in  schedule  14A. 


currently  effective  prospectus.  Such 
disclosure  should  include,  among  other 
material  facts,  the  amount  spent  by  the 
fund  for  distribution  during  the  previous 
fiscal  year,  both  as  a  total  dollar  amount 
and  as  a  percentage  of  the  fund’s 
average  net  assets  during  that  period; 
the  manner  in  which  the  amount  was 
spent  (e.g.,  for  advertising,  prospectuses 
sent  to  prospective  investors,  etc.);  the 
benefits  to  the  fund  from  such 
expenditures;  and  any  direct  or  indirect 
financial  interest  in  the  operation  of  the 
plan  or  agreements  relating  thereto  of 
any  interested  person  of  the  fund  or  of 
any  director  who  is  not  an  interested 
person  of  the  fund.®* 

It  should  be  noted  that  the 
Commission  has  taken  the  position  in 
the  Vanguard  proceeding  that  a  fund 
which  bears  distribution  expenses  but 
which  does  not  charge  a  front-end  sales 
load  cannot  refer  to  itself  as  a  "no-load” 
fund  or  use  equivalent  terminology. 

Such  a  fund  could  say  that  it  charges  no 
sales  commission,  but  would  have  to 
make  clear  that  shareholders  would  pay 
for  distribution  by  means  of  charges 
against  assets.  As  stated  above,  this 
position  was  reiterated  in  Release  No. 
10252  ®*  and  the  Commission  sees  no 
need  to  change  it  at  this  time.  Further 
consideration  will  be  given  to  this  issue 
in  connection  with  the  Vanguard 
proceeding. 

To  ensure  annual  reporting  of 
expenditures  for  distribution  by  funds 
which  have  undertaken  a  plan  pursuant 
to  rule  12b-l,  the  Commission  is 
proposing  a  new  item  9  to  part  II  of  form 
N-1  [17  CFR  239.15,  274.11],  the 
integrated  registration  and  reporting 
form  for  open-end  management 
investment  companies  under  the  Act 
and  the  Securities  Act  of  1933.  New  item 
9  would  require  substantially  the  same 
disclosure  as  that  described  above  for 
prospectuses,  and  responses  to  it  would 
be  required  as  part  of  the  annual  update 
of  registration  statements  filed  under  the 
Act  pursuant  to  rule  8b-16  [17  CFR 
270.8b-16].  Because  most  mutual  funds, 
especially  those  which  incur  distribution 
expenses,  will  file  annual  updates  of 
their  prospectuses  in  order  to  engage  in 
a  continuous  offering  of  their  shares 
under  the  Securities  Act  of  1933,  they 
should  be  able  to  answer  new  item  9  in 
the  update  required  by  rule  8b-16  by 


’'Although  proposed  rule  12b-l  contains  no 
specific  disclosure  requirements,  the  prospectus 
disclosure  described  above  would  be  required  by 
rule  408  [17  CFR  230.408]  under  the  Securities  Act  of 
1933  (15  U.S.C  77a  et  seq.  as  amended  by  Pub.  L. 

No.  94-29  (June  4, 1975)],  which  requires  addition  to 
the  registration  statement  of  "such  further  material 
information  ...  as  may  be  necessary  to  make  the 
required  statements,  in  light  of  the  circumstances 
under  which  they  are  made,  not  misleading.” 

"See  n.  3  supra  and  accompanying  text. 
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cross-referencing  to  the  disclosure  in  the 
prospectus.  The  Commission  is  also 
proposing  the  addition  of  a  new 
subsection  (b)(15]  to  item  1  of  part  11  of 
form  N-1,  to  require  that  the  distribution 
plan  and  any  related  agreements  be 
filed  as  exhibits  to  the  registration 
statement.  Given  the  broad  discretion 
afforded  to  funds  by  proposed  rule  12l>- 
t,  the  Commission  believes  that  some 
form  of  annual  reporting  of  fimds' 
expenditures  is  necessary  to  monitor 
funds'  actions  in  this  area,  and  it  has 
endeavored  to  fashion  requirement  that 
will  not  impose  a  substantial  additional 
reporting  burden.  The  staff  will  monitor 
the  use  of  fund  assets  for  distribution 
both  as  part  of  its  normal  review  of 
disclosure  documents  and  as  part  of  its 
inspection  program. 

Proposed  Rule  17d-3 

Section  17(d)  of  the  Act  (15  U.S.C. 
80a-17(d)]  and  rule  17d-l  thereunder  117 
CFR  270.17d-l],  in  general,  prohibit  an 
investment  company  from  entering  into 
a  “joint  enterprise  or  other  joint 
arrangement  or  profit-sharing  plan"  (as 
defined  in  paragraph  (c)  of  the  rule)  with 
any  affiliated  person  or  principal 
underwriter,  or  any  affiliated  person  of 
such  person  or  principal  underwriter, 
unless  an  application  regarding  such 
joint  arrangement  has  been  filed  with 
the  Commission  and  granted  by  an  order 
before  the  arrangement  is  effectuated.  It 
is  possible  that  arrangements  whereby  a 
fund  would  make  payments  for 
distribution  could  involve  it  in  a  “joint 
enterprise"  with  an  affiliated  person,  but 
the  prior  review  and  approval  required 
by  rule  17d-l  would  not  appear  to  be 
necessary  if  the  safeguards  of  rule  12b-l 
have  already  been  applied  in  such 
cases.  The  Commission  is,  therefore, 
proposing  rule  17d-13  [17  CFR  270.17d- 
3]  to  provide  an  exemption  from  section 
17(d)  and  rule  17d-l  to  the  extent 
necessary  for  agreements  between  funds 
and  their  affilitated  persons  or  principal 
underwriters  (or  affiliated  persons  of 
such  persons  or  principal  underwriters) 
whereby  payments  are  made  by  the 
fund  with  respect  to  distribution,  if  such 
agreements  are  entered  into  in 
compliance  with  rule  12b-l. 

The  exemption  afforded  by  proposed 
rule  17d-3,  however,  would  not  extend 
to  arrangements  for  the  joint  sharing  of 
distribution  costs  by  investment 
companies  which  are  affiliated  persons 
(or  affiliates  of  affiliates)  of  each  other 
(e.g.,  mutual  funds  in  the  same  complex). 
Such  arrangements  are  currently  at 
issue  in  the  application  of  The  Vanguard 
Group.  Inc.,*°anA  the  Commission 
believes  it  would  be  inappropriate  at 


"'See  n.  3  supra. 


this  time  to  engage  in  rulemaking  with 
respect  to  such  arrangements. 

Test  of  Proposed  Rules 

1.  It  is  proposed  to  amend  Part  270  of 
Chapter  II  of  Title  17  of  the  Code  of 
Federal  Regulations  by: 

1.  Adding  a  new  §  270.12b-l  as 
follows; 

§  270.1 2b- 1  Distribution  of  shares  by 
registered  open-end  management 
investment  company. 

(a) (1)  Except  as  provided  in  this 
section,  it  shall  be  unlawful  for  any 
registered  open-end  management 
investment  company  (other  than  a 
company  complying  with  the  provisions 
of  section  10(d)  of  the  Act  [15  U.S.C. 
80a-10{d)J)  to  act  as  a  distributor  of 
securities  of  which  it  is  the  issuer, 
except  through  an  underwriter, 

(2)  For  purposes  of  this  section,  such  a 
company  will  be  deemed  to  be  acting  as 
a  distributor  of  securities  of  which  it  is 
the  issuer,  other  than  through  an 
underwriter,  if  it  engages  directly  or 
indirectly  in  financing  any  activity 
which  is  primarily  intended  to  result  in 
the  sale  of  shares  issued  by  such 
company,  including,  but  not  necessarily 
limited  to,  advertising,  compensation  of 
underwriters,  dealers,  and  sales 
personnel,  the  printing  and  mailing  of 
prospectuses  to  other  than  current 
shareholders,  and  the  printing  and 
mailing  of  sales  literature. 

(b)  A  registered,  open-end 
management  investment  company 
(“company”)  may  act  as  a  distributor  of 
securities  of  which  it  is  the  issuer. 
Provided  Th-di  any  payments  made  by 
such  company  in  connection  with  such 
distribution  are  made  pursuant  to  a 
written  plan  describing  all  material 
aspects  of  the  proposed  financing  of 
distribution  and  that  all  agreements 
with  any  person  relating  to 
implementation  of  the  plan  are  in 
writing,  and  further  provided  That: 

(1)  Such  plan,  together  with  any 
related  agreements,  has  been  approved 
by: 

(1)  A  vote  of  at  least  two-thirds  of  the 
outstanding  voting  securities  of  such 
company:  and 

(ii)  A  vote  of  at  least  two-thirds  of  the 
members  of  the  board  of  directors  of 
such  company,  and  the  vote  of  at  least 
two-thirds  of  the  directors  who  are  not 
interested  persons  of  the  company  and 
have  no  direct  or  indirect  financial 
interest  in  the  operation  of  the  plan  or  in 
any  agreements  related  to  the  plan,  cast 
in  person  at  a  meeting  called  for  the 
purpose  of  voting  on  such  plan  or 
agreements;  and 

(2)  Such  plan  or  agreement  provides, 
in  substance: 


(i)  That  it  shall  continue  in  effect  for  a 
period  of  more  than  one  year  from  the 
date  of  its  execution  of  adoption  only  so 
long  as  such  continuance  is  specifically 
approved  at  least  annually  in  the 
manner  described  in  paragraph  (b)(l)(ii); 

(ii)  That  any  person  authorized  to 
direct  the  disposition  of  monies  paid  or 
payable  by  such  company  pursuant  to 
the  plan  or  any  related  agreement  shall 
provide  to  the  company’s  board  of 
directors,  and  the  directors  shall  review, 
at  least  quarterly,  a  written  report  of  the 
amounts  so  expended  and  the  purposes 
for  which  such  expenditures  were  made: 
and 

(iii)  In  the  case  of  a  plan,  that  it  may 
be  terminated  at  any  time  by  vote  of  a 
majority  of  the  members  of  the  board  of 
directors  of  the  company  who  are  not 
interested  persons  of  the  company  and 
have  no  direct  or  indirect  financial 
interest  in  the  operation  of  the  plan  or  in 
any  agreements  related  to  the  plan  or  by 
vote  of  a  majority  of  the  outstanding 
voting  securities  of  such  company;  and 

(iv)  In  the  case  of  an  agreement 
related  to  a  plan, 

(A)  That  it  may  be  terminated  at  any 
time,  without  the  payment  of  any 
penalty,  by  a  vote  of  a  majority  of  the 
members  of  the  board  of  directors  of 
such  Company  who  are  not  interested 
persons  of  the  company  and  have  no 
direct  or  indirect  financial  interest  in  the 
operation  of  the  plan  or  in  any 
agreements  related  to  the  plan  or  by 
vote  of  a  majority  of  the  outstanding 
voting  securities  of  such  company  on  not 
more  than  sixty  days’  written  nptice  to 
any  other  party  to  the  agreement,  and 

(B)  For  its  automatic  termination  in 
the  event  of  its  assignment;  and 

(3)  Such  plan  is  implemented  and 
continued  in  a  manner  consistent  with 
the  provisions  of  paragraphs  (c),  (d),  and 
(e)  of  this  section; 

(c)  A  registered  open-end 
management  investment  company  may 
rely  on  the  provisions  of  paragraph  (b) 
of  this  section  only  if  selection  and 
nomination  of  those  directors  who  are 
not  interested  persons  of  such  company 
is  committed  to  the  discretion  of  such 
disinterested  directors; 

(d)  In  considering  whether  a 
registered  open-end  management 
investment  company  should  implement 
or  continue  a  plan  in  reliance  on 
paragraph  (b)  of  the  section,  the 
directors  of  such  company  shall  have  a 
duty  to  request  and  evaluate,  and  any 
person  who  is  a  party  to  any  agreement 
with  such  company  relating  to  such  plan 
shall  have  a  duty  to  furnish,  such 
information  as  may  reasonably  be 
necessary  to  an  informed  determination 
of  whether  such  plan  should  be 
implemented  or  continued;  in  fulfilling 
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their  duties  under  this  paragraph  the 
directors  should  consider  and  give 
appropriate  weight  to  all  pertinent 
factors,  including,  but  not  limited  to,  the 
following: 

(1)  The  need  for  independent  counsel 
or  experts  to  assist  the  directors  in 
reaching  a  determination: 

(2)  The  nature  of  the  problems  or 
circumstances  which  purportedly  make 
implementation  or  continuation  of  such 
a  plan  necessary  or  appropriate; 

(3)  The  causes  of  such  problems  or 
circumstances; 

(4)  The  way  in  which  the  plan  would 
address  these  problems  or 
circumstances  and  how  it  would  be 
expected  to  resolve  or  alleviate  them, 
including  the  nature  and  approximate 
amounts  of  the  expenditures,  the  nature 
of  the  anticipated  benefits,  and  the  time 
it  would  take  for  those  benefits  to  be 
achieved: 

(5)  The  merits  of  possible  alternative 
plans; 

(6)  The  interrelationship  between  the 
plan  and  the  activities  of  any  other 
person  who  finances  or  has  financed 
distribution  of  the  company’s  shares, 
including  whether  any  payments  by  the 
company  to  such  other  person  are  made 
in  such  a  manner  as  to  constitute  the 
indirect  financing  of  distribution  by  the 
company; 

(7)  The  possible  benefits  of  the  plan  to 
any  other  person  relative  to  those 
expected  to  inure  to  the  company: 

(8)  the  effect  of  the  plan  on  existing 
shareholders: 

(9)  In  the  case  of  a  decision  on 
whether  to  continue  a  plan,  whether  the 
plan  has  in  fact  produced  the 
anticipated  benefits  for  the  company 
and  its  shareholders; 

(e)  A  registered  open-end 
management  investment  company  may 
implement  or  continue  a  plan  pursuant 
to  paragraph  (b)  of  this  section  only  if 
the  directors  who  vote  to  approve  such 
implementation  or  continuation 
conclude,  in  the  exercise  of  reasonable 
business  judgment  and  in  light  of  their 
fiduciary  duties  under  State  law  and 
under  sections  36  (a)  and  (b)  [15  U.S.C. 
80a-35  (a)  and  (b)]  of  the  Act,  that  there 
is  a  reasonable  likelihood  that  the  plan 
will  benefit  the  company  and  its 
shareholders;  and 

(f)  A  registered  open-end  management 
investment  company  must  preserve 
copies  of  any  plan,  agreement  or  report 
made  pursuant  to  this  section  for  a 
period  of  not  less  than  six  years  from 
the  date  of  such  plan,  agreement  or 
report,  the  first  two  years  in  an  easily 
accessible  place. 

2.  Adding  a  new  §  270.17d-3  as 
follows: 


§  270.17d-3  Exemption  relating  to  certain 
Joint  enterprises  or  arrangements 
concerning  payment  for  distribution  of 
shares  of  a  registered  open^nd 
management  investment  company. 

An  affiliated  person  of,  or  principal 
underwriter  for,  a  registered  open-end 
management  investment  company  and 
an  affiliated  person  of  such  a  person  or 
principal  underwriter  shall  be  exempt 
from  section  17(d)  of  the  Act  [15  U.S.C. 
80a-17(d)]  and  rule  17d-l  thereunder  [17 
CFR  270.17d-l].  to  the  extent  necessary 
to  permit  any  such  person  or  principal 
underwriter  to  enter  into  a  written 
agreement  with  such  company  whereby 
the  company  will  make  payments  in 
connection  with  the  distribution  of  its 
shares.  Provided  That: 

(a)  Such  agreement  is  made  in 
compliance  with  the  provisions  of 
§  270.12b-l  of  this  part:  and 

(b)  No  other  registered  management 
investment  company  which  is  either  an 
affiliated  person  of  such  company  or  an 
affiliated  person  of  such  a  person  is  a 
party  to  such  agreement. 

II.  It  is  proposed  to  amend  Parts  239 
and  274  of  Chapter  II  of  Title  17  of  the 
Code  of  Federal  Regulations  by: 

1.  Adding  new  Item  l(b)(15).  Part  II  of 
Form  N-1  as  follows: 

§  239.15  Form  N-1  for  open-end 
management  investment  companies 
registered  on  Form  N-8a. 

§  274.1 1  Form  N-1,  registration  statement 
of  open-end  management  investment 
companies. 

«  *  *  *  * 

Item  1.  Financial  Statements  and 
Exhibits. 

***** 

(b)  Exhibits: 

***** 

(15)  copies  of  any  plan  entered  into  by 
Registrant  pursuant  to  rule  12b-l  under 
the  1940  Act,  which  describes  all 
material  aspects  of  the  financing  of 
distribution  of  Registrant’s  shares,  and 
any  agreements  with  any  person  relating 
to  implementation  of  such  plan. 

2.  By  adding  new  Item  9,  Part  II,  of 
Form  N-1  and  renumbering  current  Item 
9  in  Part  II: 

§  239.15  Form  N-1  for  open-end 
management  investment  companies 
registered  on  form  N-8A. 

§  274. 1 1  Form  N- 1 ,  registration  statement 
of  open-end  management  investment 
companies. 

***** 

Item  9.  Distribution  Expenses. 

Furnish  a  summary  of  the  material 
aspects  of  any  plan  pursuant  to  which 
the  Registrant  incurs  expenses  related  to 
the  distribution  of  its  shares,  and  of  any 


agreements  related  to  the 
implementation  of  such  a  plan.  The 
summary  should  include,  among  other 
material  information,  the  following: 

(a)  The  amounts  paid  by  the 
Registrant  under  the  plan  during  the  last 
fiscal  year,  as  a  total  dollar  amount  and 
a  percentage  of  Registrant’s  average  net 
assets  during  that  period; 

(b)  The  manner  in  which  such  amount 
was  spent  (e.g.,  advertising,  printing  and 
mailing  of  prospectuses  to  other  than 
current  shareholders;  compensation  to 
underwriters,  dealers  and  sales 
personnel,  etc.); 

(c)  Whether  any  of  the  following 
persons  had  a  direct  or  indirect  financial 
interest  in  the  operation  of  the  plan  or 
related  agreements: 

(i)  Any  interested  person  of  the 
Registrant;  or 

(ii)  Any  director  of  the  Registrant  who 
is  not  an  interested  person  of  the 
Registrant;  and 

(d)  The  benefits,  if  any,  to  the 
company  resulting  from  the  plan. 

Instruction:  In  responding  to  this  item 
the  Registrant  should  take  note  of  the 
requirements  of  rule  12b-l  under  the 
1940  Act  [17  CFR  270.12b-l]. 

(New  rule  12b-l  is  promulgated  pursuant  to 
the  provisions  of  sections  12(b)  and  38(a)  [15 
U.S.C.  80a-37(a))  of  the  Act.  New  rule  17d-3 
is  promulgated  pursuant  to  the  provisions  of 
sections  17(d)  and  38(a)  of  the  Act.  New 
Items  l(b)(15j  and  9  of  Part  II,  Form  N-1,  are 
promulgated  pursuant  to  the  provisions  of 
sections  6,  7,  8, 10  and  19(a)  of  the  Securities 
Act  of  1933  [15  U.S.C.  77(f).  77(g),  77(h).  77(j) 
and  77s(a)],  and  sections  8  [15  U.S.C.  80a-8] 
and  38(a)  of  the  Act.) 

By  the  Commission. 

George  A.  Fitzsimmons, 

Secretary. 

September  7, 1979.  ‘ 
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